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The Federal Reserve Act was passed on December 23, 
1913, and after nearly a year devoted to the work of 
preliminary organization the reserve banks were opened 
for business on November 16, 1914. At that time much 
remained to be done before the banks were prepared to 
undertake all the various activities authorized by the 
Act. Even now, after a year and a half of operation, 
methods of conducting some of these activities are still 
being worked out. This prolonged period of initial 
development is by no means to be regarded as evidence 
of any lack of a high degree of ability in the manage- 
ment of the system. On the contrary, the management 
is to be credited with far more of solid accomplishment 
than might have been anticipated when account is 
taken of the limitations of the Reserve Act and the 
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complicated and novel nature of many of the problems 
to be solved in establishing the system. 

It can only be as a result of a slow process of growth 
that the reserve system can reach the full measure of its 
development and exercise its various functions com- 
pletely and effectively. Evidently, then, actual experi- 
ence with the working of the banks does not as yet 
furnish an adequate basis for anything beyond the most 
tentative conclusions regarding the merits and defects of 
the system. A review of what has been so far accom- 
plished should, however, at all events, yield a better 
understanding of the nature of the system and of the 
difficulties which must be overcome in its development 
than was possible two and one-half years ago, imme- 
diately after the passage of the Federal Reserve Act. 

It has, for example, become far more evident that the 
organization of the reserve banks and the acquisition by 
them of considerable resources were but a first, and that 
perhaps the simplest, stage in the development of the 
system. The reserve banks are a group of central banks. 
They have been provided with resources and given 
special powers for the purpose of strengthening and safe- 
guarding the entire credit structure of the country. But 
ample resources, extensive powers, and also able man- 
agement, tho all absolutely essential, do not of them- 
selves constitute a central banking institution. If the 
reserve banks are to be anything more than rather 
cumbersome and expensive emergency institutions, they 
must be something more than a resource upon which 
other banks rely for assistance when subjected to 
unusual demands for money and credit from their own 
depositors. The reserve banks must be able to exert 
some influence upon the financial situation in ordinary 
times. Such an influential position in the banking 
world is not readily secured. In all other countries 
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having central banks it was gained at a comparatively 
early stage of banking development. Commonly, it was 
an unintended consequence of the grant of a more or 
less complete monopoly of the issue of bank notes to a 
single institution. Wherever, and this is everywhere, 
in the early stages of the development of banking, the 
bank note was the principal instrument of bank credit, 
the other banks found themselves in a position of con- 
stant dependence upon the institution enjoying the 
monopoly of issue. Later came general recognition of 
the advantage which a banking system derives from 
a central institution which accepts the responsibility 
of safeguarding the credit structure, and consequently 
maintains itself in a condition of great strength at all 
times. This advantage has been great enough to insure 
the continuance of intimate relationships between 
ordinary banks and central banks long after the use of 
the check, as in England, has relegated the bank note 
to a position of relatively insignificant importance. 

The United States presents a unique instance of the 
establishment of central banks long after its banking 
system had reached a high state of development. The 
power to extend credit in the form of bank notes, tho 
useful and perhaps indispensable to the reserve banks, 
does not place the other banks in a position of depend- 
ence upon them. These other banks are numerous, and 
have long been in intimate and, generally speaking, mutu- 
ally satisfactory relationship with each other. Precisely 
because our banking system has developed without cen- 
tral banking machinery, banking methods and relations 
have been devised which in some respects are obstacles 
to the effective working of such a central organization. 

This situation was not, and could not be, suddenly 
transformed when the reserve banks opened for busi- 
ness on November 16, 1914. The reserve banks were 
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then simply a group of extraneous institutions with 
which a portion of the other banks of the country were 
connected through various provisions of the Federal 
Reserve Act. Close business relationships between the 
reserve banks and the other banks were still to be 
developed, a development which will require many years 
before it approaches completion. Confidence in the 
ability of the management and in the financial strength 
of the reserve banks is perhaps all that is requited to 
lead the banks to rely mainly upon them for emergency 
purposes. But if the reserve banks are to become a 
regular factor in the ordinary everyday operation of the 
banking machinery of the country, the reserve banks 
must demonstrate that they are able to perform various 
services for the banks more efficiently and at lower cost 
than by means of other agencies with which the banks 
have had long and satisfactory experience. Even then 
the modification of the established banking practices 
must be a gradual process. 

The development of these service relationships with 
the other banks is a far more vital matter than the lend- 
ing operations of the reserve banks during this initial 
stage of the development of the system. The resources 
of the existing banks are sufficient to enable them to 
meet all ordinary demands for accommodation without 
resort to the reserve banks. Aside from periods of 
acute financial stiain, the reserve banks will only inter- 
mittently as lenders come in contact with their member 
banks. In the following pages I shall therefore be 
mainly concerned with the consideration of what has 
so far been accomplished toward the development of 
intimate relations between the reserve banks and the 
other banks of the country. 

The difficulties encountered in providing a fully 
developed banking system with central banking ma- 
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chinery are strikingly reflected in the provisions of the 
Federal Reserve Act designed to secure to the reserve 
banks ample funds for their operations. In the case of 
European central banks the general public has sub- 
scribed to the capital stock, and funds are received from 
all who may wish to maintain balances with them. 
These banks began in a comparatively small way and 
with a reasonable certainty of making adequate earn- 
ings. But since the banking system which our reserve 
banks are to serve is large, large resources at the very 
outset were essential. All banks entering into direct 
business relations with the reserve banks were therefore 
required to subscribe to the capital and deposit a part 
of their reserves in the reserve bank in the part of the 
country in which they were situated. But if the banks 
had been left full freedom of choice in the matter, it was 
by no means certain that the prospective advantages of 
the federal reserve system would attract a sufficient 
number of banks to provide adequate resources. In 
fact, only a very small number of banks which were not 
compelled to join — banks and trust companies organ- 
ized under state law — have entered the system either at 
the beginning or since it has been in operation. The 
national banks were in an entirely different position. 
Within sixty days after the passage of the Federal 
Reserve Act they were obliged to signify their assent to 
its terms on pain of forfeiture of their charters. Con- 
version into state banks was possible but if any con- 
siderable number of national banks had refused to enter 
the system, they would have incurred a heavy loss on 
their holdings of 2 per cent government bonds deposited 
as security for their issues of bank notes. Only 18 out 
of 7493 national banks took this step, and the course of 
some of these was determined by other considerations. 
The organization of the reserve banks could accordingly 
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be perfected with the assurance that the banks would 
have very considerable resources when they were ready 
to begin operations. 

In the meantime, the Reserve Bank Organization 
Committee, consisting of the Secretary of the Treasury, 
the Secretary of Agriculture, and the Comptroller of 
the Currency, was engaged upon the highly difficult 
task of dividing the country into not less than eight nor 
more than twelve districts, and the selection in each 
district of a city in which a reserve bank was to be 
established. This Committee announced its decision 
on April 2, 1914. It divided the country into the maxi- 
mum number of districts, designating as Federal reserve 
bank cities Boston, New York, Philadelphia, Cleveland, 
Richmond, Atlanta, Chicago, St. Louis, Minneapolis, 
Kansas City, Dallas, and San Francisco. 

A smaller number of districts would have been in 
some respects advantageous, particularly in ease of 
management and presumably in lower cost of operation. 
On the other hand, experience with the working of the 
system has not disclosed serious defects which would 
have been avoided if a smaller number of banks had 
been established. Moreover, in favor of the larger 
number of districts there were a number of considera- 
tions of more weight than any which could be advanced 
in favor of a smaller number. It is clearly desirable 
that all banks should have ready access to their reserve 
banks. Even with twelve districts the area of some of 
them, notably the San Francisco district, is undesirably 
tho necessarily large. Through the establishment of 
branches this difficulty can, it is true, be met in some 
measure. But it is significant that the entire directorate 
of the San Francisco Reserve Bank is drawn from that 
city and its vicinity. With a smaller number of dis- 
tricts it would have been necessary either to have greatly 
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enlarged the area of the southern districts and those 
west of the Mississippi River, already sufficiently large, 
or to have joined the Boston and Philadelphia districts 
to New York. Whatever merits the latter arrangement 
might have from a banking standpoint, it would have 
been distinctly contrary to the spirit of the Federal 
Reserve Act. Whether wisely or not, one of the avowed 
purposes of that measure was to lessen so far as possible 
the dominance of New York over the financial activities 
of the country. The size of each reserve bank, it will be 
recalled, is determined mainly by the size of its member 
banks. Owing to the relatively great banking resources 
of the northeastern states, and especially of New York 
City, the New York Reserve Bank, tho it includes only 
New York state and a part of New Jersey and Connecti- 
cut, has over 40 per cent of the resources of the twelve 
reserve banks. If the banks of the Boston and Phila- 
delphia districts had been included, the resources of the 
New York Reserve Bank would have been increased to 
nearly 60 per cent. 

An immediate tho secondary advantage of the 
decision to create the maximum number of districts 
should be noted. All important cities throughout the 
country without exception were desirous of being 
selected as the location of a reserve bank. Baltimore 
and New Orleans in particular were grievously dis- 
appointed at being in districts the reserve banks of 
which were placed in cities of less mercantile and 
banking importance as well as of smaller population. 
If there had been any possibility of forming additional 
districts, it is certain that overwhelming pressure would 
have been brought to bear to secure a modification of 
the work of the Organization Committee immediately 
upon the assumption of its duties by the Federal 
Reserve Board. 
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After all, local pride far more than positive business 
advantage was at stake in the selection of cities in which 
reserve banks have been established. When sufficient 
time has elapsed for the system to be fully developed 
and tested by experience, it may perhaps prove desir- 
able to reduce or to enlarge the number of districts. 
Modifications of this sort will, however, require con- 
gressional action. The authority granted the Federal 
Reserve Board in the Reserve Act " to revise the deter- 
minations of the Organization Committee " has been 
interpreted by the Attorney General of the United 
States to extend only to modifications of the boundaries 
of districts and does not give the Board authority to 
reduce the number of districts or to change the location 
of reserve cities. Five changes in the boundaries of 
districts have been made by the Federal Reserve Board. 
The most important of these was the transfer of the 
banks of northern New Jersey from the Philadelphia 
to the New York district. Requests for more radical 
changes, such as the transfer of banks in Wyoming and 
Nebraska from the Kansas City to the Chicago district 
have very properly been deferred until sufficient time 
has elapsed to yield a better understanding of the work- 
ing of the system. Further slight changes may be 
anticipated from time to time, but the need for import- 
ant change will never be of an urgent nature requiring 
prompt action. These, as well as other fundamental 
changes, may well wait upon the slow procedure of 
legislative enactment. 

Following the announcement of the division of the 
country into districts, the Organization Committee on 
April 8, 1914, gave notice of the period of thirty days 
during which member banks were required to subscribe 
an amount equal to 6 per cent of their own capital and 
surplus to the stock of the reserve banks. On May 18, 
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the organization certificate of the reserve banks was 
executed by five member banks in each district desig- 
nated for the purpose. The banks in each district were 
then classified for electoral purposes into three groups 
equal in numbers; the first group contained the banks 
having the largest capital and surplus; the second 
group, those next in size; and the remaining banks in 
the third group. Nominations followed, and early in 
July each group of banks in the several districts elected 
two directors for its reserve bank. This somewhat 
cumbersome method of choosing directors is designed 
to insure representation to the smaller banks. The 
arrangement is one which might on occasion prove 
useful, but might also yield a management lacking in 
unity of purpose. With a small directorate consisting 
of men of wide business experience, a particular method 
of election is not likely to have much significance one 
way or the other. At all events, in the selection of these 
first directors it is probable that virtually the same men 
would have been chosen if each bank had cast a ballot 
for the entire number. 

With the election of reserve bank directors by the 
member banks, the work of the Organization Com- 
mittee was finished. No further steps could be taken 
toward the establishment of the banks without action 
by the Federal Reserve Board. It was doubtless no 
easy task to select the five members who together with 
the Secretary of the Treasury and the Comptroller of 
the Currency constitute this important body. Nomina- 
tions were sent to the Senate on June 3, where objections 
to the confirmation of two of them were encountered. 
One nomination was finally withdrawn at the request 
of the nominee. After this delay, confirmation was 
secured on August 7, and on August 10, 1914, the 
members of the Board took the oath of office. The 
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membership of the Board was everywhere considered 
highly satisfactory, and the fear which many had enter- 
tained that it might be a political body was at least for 
the time being set at rest. Experience has not lessened 
this early confidence, tho the opinion may be ventured 
that the Reserve Board would have been somewhat 
strengthened if its membership included a banker of 
wide experience in the domestic banking practice and 
financial conditions in the northern half of the country. 
There are only two bankers on the Board, the mini- 
mum number required by the Reserve Act: one an 
acknowledged expert on everything relating to foreign 
and investment banking, the other an experienced 
southern banker. A lawyer, an economist, and a rail- 
road executive, together with the ex-officio members, 
constitute the remainder of the Board. 

Upon taking office the Federal Reserve Board at 
once gave its attention to the selection of three govern- 
ment directors for each of the reserve banks. It was not 
until these were appointed, shortly after the middle of 
September, that further progress could be made toward 
completing the organization of the system. In the 
meantime much valuable work of a prehminary nature 
had been performed by a committee of experts ap- 
pointed early in the year by the Organization Com- 
mittee. A report by these experts provided a useful 
concrete basis for the discussion of methods of internal 
organization, accounting practice, and the like, which 
were worked out by representatives of the banks in 
conference with the Reserve Board during October. 

By far the most important duty devolving on the 
directors of the reserve banks in this stage of the organi- 
zation was the selection of governors, as the chief exec- 
utive officer of the reserve banks is styled. There is no 
mention of this important official in the Federal Reserve 
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Act, which simply provides that the Keserve Board 
shall designate one of the government directors as chair- 
man of the board of directors for each reserve bank. In 
practice the governors have been the active managers 
of the banks, while the chairmen have been the channel 
through which the Federal Reserve Board acts in regu- 
lating and supervising the operations of the banks. 
Notwithstanding this division of responsibility, the 
arrangement has worked smoothly in practice. The 
governors have been a potent factor in the development 
of the system. They are all bankers comparable in 
standing and experience with the presidents of the banks 
in the cities in which the reserve banks are established. 
They occupy a position of greater dignity and influ- 
ence than managers of branches could possibly attain. 
While the Reserve Act was passing through Congress, 
many bankers favored a central bank with branches. 
Happily, the plan of a decentralized system was 
adopted. Each Federal reserve bank is in large measure 
an independent institution managed by local people. 
Its officers and directors are in position to speak with 
authority for the different sections of the country which 
they represent. The judgment of the governors of the 
reserve banks, backed up by their boards of directors 
and supplemented by the representations of the advisory 
council, have had great weight in the development of 
the reserve system, and may be expected to counteract 
a seemingly inevitable tendency toward rigid bureau- 
cratic management when business is conducted by 
government officials. 

At the end of October the work of internal organiza- 
tion of the banks was still far from completion, and the 
Reserve Board had made little progress toward the 
precise determination for practical use of the numerous 
provisions of the Reserve Act regarding the operations 
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of the banks. In a normal period the opening of the 
banks would doubtless have been deferred until well 
after the beginning of the next year, but owing to the 
crisis which came with the outbreak of the European 
war it was deemed advisable to open them at the earliest 
possible moment. The strain of the crisis was, it is true, 
already diminishing, more rapidly, indeed, than was 
generally perceived; and altho the crisis was in many 
respects entirely unprecedented in character, a period 
of inactive business and monetary ease was to be antici- 
pated. It was rightly believed, however, that the effect 
on sentiment of the opening of the banks would be good 
in all parts of the country and might be of great positive 
advantage in the South, which was threatened with 
disaster on account of the almost complete cessation of 
cotton exports. 

In the disturbed condition of affairs it would still have 
been most venturesome to have opened the banks 
before perfecting their organization, if there had been 
serious danger that they would at once have been called 
upon to assume heavy financial responsibilities. Of 
this there was not the slightest likelihood on account of 
certain important provisions in the Federal Reserve 
Act. On the day of the opening of the reserve banks 
the required reserves of all the national banks were to 
be materially reduced. For banks in central reserve 
cities the reduction was from 25 per cent to 18 per cent 
of demand deposit liabilities, for reserve city banks 
from 25 per cent to 15 per cent, and for country banks 
from 15 per cent to 12 per cent. By these changes in the 
law the lending power of the banks was enlarged very 
much as it would have been if they had unexpectedly 
found themselves possessed of several hundred millions 
of additional cash in their vaults. Of course the banks 
were no stronger than before, except in so far as the 
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establishment of the reserve banks made possible the 
more effective use of reserves; but in a community 
which has made a somewhat slavish adherence to a 
definite reserve ratio a canon of sound banking, the 
effect of the change in the law was bound to be little 
short of magical. For reasons which will appear later, 
country banks and many banks in the reserve cities 
were unable to take full advantage of the reduction in 
reserve requirements; but banks in the central reserve 
cities, and notably those in New York, were able to 
do so as soon as the demand for loans would permit. 
A surplus reserve of the New York national banks 
of $5,000,000, was increased at a stroke to over 
$85,000,000, and from a condition of stringency the 
money market passed quickly to a state of compara- 
tive ease. 

The immediate advantage to be gained from an early 
opening of the reserve banks was, it will be seen, not 
secured through the operations of the reserve banks. 
While the reduction in reserves could not have been 
made with safety if the operations of the reserve banks 
had not been in prospect, the immediate effects of the 
reduction required no action whatever on the part of 
the reserve banks beyond their formal existence. There 
was, of course, a possibility that the transfer of funds 
from member banks to the reserve banks which was to 
take place when they opened would occasion some 
temporary financial disturbance. But it was reasonably 
certain that the reduction in reserves was so considera- 
ble that there was no ground for serious apprehension. 
Accordingly, on October 26, 1914, the Secretary of the 
Treasury issued the formal notice, required by the 
Reserve Act, that the reserve banks would open on 
November 16, 1914. On October 28, the Reserve Board 
called upon member banks to make on November 1 
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their first payment on their subscriptions to the capital 
stock of the reserve banks, an amount equal to 1 per cent 
of their own capital and surplus. This payment brought 
into the reserve banks slightly more than $18,000,000. 
Similar payments were made on February 1 and May 1, 
1915, as required by the law. This completed the 
payment of one-half of the subscription of member 
banks to the capital stock of the reserve banks. The 
remainder is subject to call by the Federal Reserve 
Board at any time, but it is altogether unlikely that it 
will ever be required, since the present paid-up capital 
of the reserve banks is already undesirably large. The 
total paid-in capital of the banks is now, June, 1916, 
$54,864,000. It is, of course, subject to constant slight 
fluctuations with changes in the capital and surplus of 
the member banks, and would be materially increased if 
state banking institutions generally were to enter the 
reserve system. 

On November 16, 1914, the day the reserve banks 
opened, a much larger sum was transferred to them — 
a certain percentage of the required reserve of all 
member banks. Central reserve city banks deposited 
an amount equal to 7 per cent of their own deposits, 
reserve city banks a preliminary deposit of 3 per cent, 
and country banks 2 per cent. The total amount of 
these initial reserve deposits received by the reserve 
banks was in the neighborhood of $230,000,000, so that 
with the first instalment of capital they began opera- 
tions with cash resources of about $250,000,000. These 
transfers of funds to reserve banks were made without 
the slightest financial disturbance or inconvenience to 
any class of banks. It had been anticipated that coun- 
try banks and perhaps reserve city banks might make 
their payments to a considerable extent in drafts against 
balances with city correspondents, but all classes of 
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banks seem to have found it feasible to take the neces- 
sary funds from their own cash holdings, and to work 
thereafter with smaller amounts of cash in vault than 
had been their custom in the past. This conclusion is 
confirmed by the reports of the condition of the national 
banks to the Comptroller of the Currency, which show a 
smaller average cash reserve in the vaults of the banks 
than they were accustomed to maintain before the 
reduction in reserve requirements. It follows therefore 
that this initial transfer of funds to the reserve banks 
imposed no burden whatever on the member banks. In 
this important respect it was unlike later transfers 
which have involved some sacrifice on the part of many 
members of the system. 

While the Reserve Act was passing through Congress, 
and while the banks were being organized, it was 
generally believed that rediscounts for member banks 
would be the principal avenue for the employment of 
their funds. Indeed, no other kind of business had been 
authorized by the Federal Reserve Board at the time 
the banks opened for business. Discount rates were 
fixed for rediscounts at rates varying with the maturity 
of the paper offered, and varying also to a slight extent 
for the same classes of paper as between the different 
districts. These rates ranged from 5| per cent to 6J per 
cent, and were in general at a level at least as high as 
prevailing rates for commercial loans of the best quality 
in the cities in which the reserve banks were established. 
But on account of the large amount of funds set free 
by the reduction in reserve requirements, there was 
almost no demand for rediscounts at the reserve banks 
except at those in the three southern districts. Redis- 
count rates were therefore quickly reduced, and at the 
close of the year, 4% per cent to 5 per cent were the 
ruling rates for most maturities. At that time the total 
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for rediscounts of all the reserve banks was $10,593,000, 
of which rediscounts of the southern banks made up 
$4,027,000. During 1915 rates were further reduced 
until 4 per cent became the rate for nearly all classes of 
rediscounts at all of the reserve banks. There was some 
increase in the amount of rediscounts, but the total at 
the end of the year 1915 was only $32,000,000, and of 
this amount 74 per cent was at the three southern banks. 
No change in this situation is as yet apparent. The 
return for June 17, 1916, shows a total of discounts of 
$20,425,000, of which $13,307,000 repiesent business at 
the three southern banks. 

The insignificant amount of rediscount business 
which has come to the reserve banks cannot be attri- 
buted to provisions in the Reserve Act regarding the 
character of paper which is eligible. Only loans the 
proceeds of which are to be used for commercial pur- 
poses, it will be recalled, are eligible for rediscount at 
the reserve banks. Soon after the banks opened, the 
Federal Reserve Board issued a circular containing 
regulations defining acceptable paper. These regula- 
tions, which were not to go into effect until after the 
middle of the following year, would have required a 
decided change in existing banking practice if any 
considerable amount of the loans of the banks were to 
be made eligible. The regulations were, however, 
speedily withdrawn when it was perceived that there 
was an entire absence of desire on the part of the banks 
to borrow. It was evident that the reserve banks were 
in no position to put pressure upon member banks, and 
that the attempt was certain to react unfavorably upon 
the Federal reserve bank system. Under the revised 
regulations any loan maturing within ninety days which 
a bank makes to a borrower whose current assets are in 
excess of his current liabilities is considered a com- 
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mercial loan, and consequently eligible for rediscount. 
A longer maturity of six months is authorized by the 
Reserve Act in the case of agricultural and live stock 
paper, and such loans constitute a considerable portion 
of the rediscounts of those of the reserve banks which 
have secured any considerable amount of business. On 
June 17, 1916, for example, 63 per cent of the loans of 
the Minneapolis bank consisted of agricultural and live 
stock paper, 36 per cent for the Dallas bank, and about 
22 per cent for the Kansas City and Chicago banks. It 
is also significant that no small part of these agricultural 
discounts have come to the reserve bank under the 
stimulus of exceptionally low rates, 3 per cent and 3i 
per cent on commodity paper which consists of loans 
secured by various agricultural staples in warehouse. 
Evidently the failure to secure a large volume of redis- 
counts is not to be explained by any obstacle for which 
either the Reserve Act or the management of the banks 
can be held responsible. 

During the first few months of operation of the reserve 
banks the reduction in the required reserve of member 
banks and the inactivity of business following the crisis 
fully account for the slight demand for rediscounts. 
Since the early part of 1915, however, loans and other 
investments of banks throughout the country have 
increased by leaps and bounds, but the unprecedented 
inflow of gold from Europe has provided the basis for 
the resulting expansion of bank credits. In most parts 
of the country the banks have had at their disposal 
greater lending power than they could readily employ 
with safety and at remunerative rates. When more 
normal conditions return, all of the reserve banks will, 
doubtless, secure a greater amount of rediscounting 
business. But it is by no means certain that for all 
of them the increase will be very considerable. The 
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volume of funds which the banks of a large section of 
the country have at their disposal has been for many 
years quite sufficient to enable them to meet all 
demands for short time loans from solvent borrowers. 
In every section there are particular localities in which 
the demand for accommodation regularly or seasonally 
exceeds the resources of the local banks. These banks 
will be more or less regular patrons of the reserve 
banks, if they are offered as favorable terms as by 
other banks of the large cities which have served these 
bank borrowers in the past. Local borrowing require- 
ments very generally exceed the resources of the 
southern banks, and consequently the three reserve 
banks in that section of the country will presumably 
find a constant rediscount demand for all of the funds 
which they may care to employ in ordinary times. 

This method of employing any considerable propor- 
tion of the funds of the reserve banks in ordinary times 
will probably not be found feasible in all the districts, 
and would, moreover, be inadvisable. A policy which 
may be adopted with safety by a few of the smaller 
reserve banks and their member banks, relying, if need 
arises for assistance, upon banking institutions in other 
parts of the country, cannot be followed in the handling 
of the more important reserve banks or the system as a 
whole. Under our system of numerous local banks 
credit is far from being fluid. The accommodation 
granted by reserve banks to banks outside the money 
centers may be said to be placed in separate compart- 
ments. It is presumably serviceable to the several 
banks and to the business of the communities in which 
they are situated. But such loans taken as a class are 
not liquid. It is only in the money centers that both 
the demand for and the supply of credit are elastic, and 
readily responsive to slight changes in discount rates. 
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If banking in this country were conducted by a com- 
paratively small number of large banks operating num- 
erous branches from head offices in the large cities, 
rediscounts made to them by reserve banks would 
possess every desirable quality from the point of view of 
central banking policy. Sporadic loans made among 
thousands of scattered banks obviously have an 
entirely different character. 

It would seem to follow, then, that there must be wide 
differences in functions and policies among the various 
reserve banks. An analogous situation is found in the 
business of most, if not all, of the European central 
banks. The business which they handle at their 
branches is largely local, and is comparatively little 
influenced by the changes in discount rates which are so 
potent a factor in European money centers. Similarly, 
some of the reserve banks, quite certainly the three 
southern banks and perhaps those of Minneapolis and 
Kansas City, will be mainly concerned with meeting the 
local demand within their own districts. Other reserve 
banks, particularly the New York bank and those of 
Philadelphia and Boston, will shape their policies 
primarily with reference to the financial situation not 
only in this country but in other countries as well. They 
will rediscount for the local member banks, but fortu- 
nately the demand from this source will probably not 
be great enough to absorb any very large proportion of 
their funds. If, contrary to expectation, in the future 
these reserve banks do experience a constant and sub- 
stantial demand for rediscounts from local banks, it will 
be necessary for them to maintain far higher reserves 
than European central banks with their more liquid 
investments. 

Rediscounts for the banks of the important cities 
would provide business satisfactory in character which 
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would be responsive to changes in discount rates, but it 
seems unlikely that any appreciable demand for accom- 
modation will come from these banks except toward 
the close of periods of intense business activity and 
during the periods of crisis and severe financial strain 
which commonly follow such activity. The only other 
method of securing business which may possibly give 
the reserve banks some influence in the money markets 
of the country is to enter into competition with the 
city banks and deal directly with borrowers. This is 
also the only means of insuring the employment at all 
times of a sufficient portion of the funds of the reserve 
banks to enable them to meet expenses, to say nothing 
of the payment of dividends. These considerations 
were given much attention in framing the Federal 
Reserve Act, and accordingly the reserve banks were 
authorized to engage in certain " open market opera- 
tions" after detailed regulations had been issued by 
the Reserve Board. These operations are, however, 
narrowly restricted and consist of the purchase and 
sale of United States government bonds, of state and 
municipal notes maturing within six months, and of bills 
of exchange arising out of commercial transactions. 

Investments in government bonds and in municipal 
notes cannot give the reserve banks an influential posi- 
tion in the money markets of the country. At the most 
they simply enable the reserve banks to employ funds 
which would otherwise be idle. They may be an import- 
ant source of income, but have no positive banking 
significance. 

The provisions of the Reserve Act relating to govern- 
ment bonds are extremely complicated, and are designed 
primarily to insure the national banks against loss on 
their holdings of 2 per cent government bonds against 
which circulation has been issued. The reserve banks 
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are to purchase each year at least $25,000,000 of these 
bonds, either from member banks, or, since this will also 
maintain the price of the bonds, in the open market. 
Each bank must take an amount of bonds equal to its 
proportion of the total capital and surplus of all of the 
reserve banks. On June 17, 1916, the banks held 
$59,000,000 of these bonds. They may be used as secu- 
rity for bank notes issued under exactly the same con- 
ditions as the circulation of the national banks. They 
may also, losing the circulation privilege, be converted 
one-half into 3 per cent thirty-year government bonds 
and one-half into 3 per cent treasury notes, subject to 
the obligation of renewal each year for thirty years. If 
the 3 per cent bonds and notes prove marketable, much 
of each year's annual instalment will doubtless be 
converted; on the other hand, should the reserve banks 
find then holdings steadily on the increase, they will 
presumably be used as a basis for the issue of Federal 
Reserve Bank notes. One of the banks has already 
issued about two million dollars of these bank notes, 
which must be carefully distinguished from the Federal 
Reserve notes which have been issued by all of the 
banks. 

Investments in municipal warrants or notes maturing 
within six months have provided an important means 
of employing the funds of the reserve banks during 
the piesent period of monetary ease. On June 17, 1916, 
the banks held $22,300,000 of these securities, and at 
one time their holdings exceeded $40,000,000. These 
municipal notes are a far more liquid investment than 
the government bonds, but, it may be repeated, dealings 
in them do not give the reserve banks any appreciable 
influence over the money markets of the country. 

By far the most important open market operations in 
which the reserve banks may engage are dealings in bills 
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of exchange. The provision in the Reserve Act authoriz- 
ing these operations would open a wide field of activity 
to the banks, were it not for the almost entire absence of 
the time bill of exchange in domestic business transac- 
tions in the United States. Many years ago the promis- 
sory note supplanted the bill of exchange in this country. 
For more than a generation, borrowers have been secur- 
ing accommodation from the banks on their own notes, 
single name paper, or on the endorsed notes of their 
customers, double name paper. The authors of the 
Federal Reserve Act were strongly of the opinion that 
the bill of exchange is far superior to the promissory 
note for every banking purpose, and accordingly the 
note was excluded from open market operations by the 
reserve banks. The Federal Reserve Board evidently 
shares this view. While promissory notes are eligible for 
rediscount by member banks, a preferential rate has 
been established for rediscounts of trade acceptances 
— bills of exchange drawn by the seller of goods and 
accepted by the buyer. Rates for the purchase of this 
class of bills in the open market have also been estab- 
lished by some of the reserve banks. It is significant, 
however, that up to the present time only an insigni- 
ficant amount of these bills has come to the reserve 
banks, either by purchase or rediscount. 

It is certain that a return to the use of the trade 
acceptance as the common instrument in commercial 
dealings in this country cannot be accomplished 
speedily. The aggregate loans of the reserve banks in 
normal times in proportion to the loans of all the banks 
will be too small to make the preferential rate accorded 
the trade acceptance a potent influence in bringing 
about a change in present practice. The trade accept- 
ance will not supplant the promissory note unless 
bankers generally and the business community as well 
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become convinced that the change is clearly advan- 
tageous. Upon this question there are wide differences 
of opinion. The fundamental point at issue is whether 
an analysis of the entire financial position of the bor- 
rower or a series of particular transactions affords the 
lender better safeguards against loss. To venture an 
opinion as to the final outcome would be hazardous, but 
it would seem reasonably certain that in the immediate 
future no considerable amount of domestic trade ac- 
ceptances will be available for open market operations 
by the reserve banks. 

The prospects for the development of the bank 
acceptance are somewhat more promising. Prior to the 
passage of the Federal Reserve Act, national banks 
could not engage in this branch of banking, and even 
now they are only permitted to accept bills arising from 
the foreign trade of this and other countries. In a few 
of the states, notably New York, there has been recent 
legislation authorizing state banks and trust companies 
to accept domestic bills, and a grant of this power to 
national banks, which is being urged by the Federal 
Reserve Board, will doubtless sooner or later be con- 
ferred by Congress. 

The bank acceptance is unlike the trade acceptance 
in many important respects. It has most of the advan- 
tages both of the bill of exchange and of the promissory 
note. The accepting bank bases its readiness to accept 
upon very much the same considerations which are 
taken into account in discounting single name paper — 
the character and financial position of the borrower, as 
shown by financial statements and other information. 
It is, however, by no means certain that the bank 
acceptance will come to be commonly used in domestic 
business in this country. In Germany it is a method of 
borrowing favored both by banks and the business 
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community. In other countries, notably England, the 
use of the bank acceptance is confined almost entirely 
to foreign business. This difference in banking practice 
is apparently in large measure a consequence of differ- 
ences in the available supply of funds at the disposal of 
the banks. In England where the supply of funds 
which the banks would willingly employ in domestic 
commercial loans has far exceeded the demand, the 
banks have naturally preferred to discount rather than 
to accept for their customers. A similar disinclination 
among bankers, coupled with the greater complexity of 
acceptance arrangements, as contrasted with the dis- 
count of notes and payment by checks, will work against 
the general adoption of the bank acceptance in domestic 
business in this country. Like the trade acceptance, 
therefore, the domestic bank acceptance seems to hold 
out little promise of becoming in the near future an 
extensive field for the open market operations of the 
reserve banks. 

In the trade between countries the bill of exchange 
is not merely a convenient instrument, possibly, but 
not certainly superior to the promissory note — it is 
absolutely indispensable. To avoid entering upon the 
intricate details of foreign exchange operations, one 
reason among many must suffice. On account of the 
constant fluctuations in foreign exchange rates, the 
exporter almost invariably desires to convert his claim 
against the purchaser of goods into cash as soon as the 
goods are ready for shipment. This is readily accom- 
plished through the sale of a bill of exchange drawn by 
the seller on the buyer and accompanied by shipping 
documents so drawn as to give control of the goods until 
the bill of exchange is either accepted or paid, in accord- 
ance with the tenor of the instrument. The security 
afforded by the bill of exchange with documents 
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attached is further enhanced if the bill is drawn upon a 
bank rather than upon the purchaser of the goods. For 
this reason, to an increasing extent the bank accept- 
ance is displacing the commercial bill in foreign trade 
throughout the world. The importer, for example, 
secures an acceptance credit with a well-known bank 
in his own or in some other country, and instructs his 
agents or those from whom he purchases goods to draw 
bills accompanied by shipping documents upon the 
accepting bank. Similarly, the exporter draws bills on 
banks in his own or in some other country, with which 
his customers have established acceptance credits. 
These arrangements lessen the risk of loss, and since 
bank acceptances everywhere can be discounted at 
lower rates than trade acceptances, a better price is 
secured for the bills. 

The bulk of the acceptance business arising out of the 
foreign trade of the entire world has for many years 
been conducted in London. The European war has 
enabled American banks to make some headway in its 
development. In this development the reserve banks 
have been an essential factor, through their readiness to 
buy acceptances at low rates of discount. A rate of 
from 2 per cent to 4 per cent was established for pur- 
chases of this class of bills in February, 1915. Most 
purchases hitherto have been made at rates ranging 
between 2 J per cent and 2| per cent. These acceptances 
have been the largest single investment of the reserve 
banks and amounted on June 17, 1916, to $64,943,000. 
All the reserve banks, with the exception of the Dallas 
bank, have invested in them, though they have mainly 
been purchased by the reserve banks of New York, 
Philadelphia, and Boston. 

At the return of peace, it will be no easy matter to 
retain the acceptance business already acquired, to say 
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nothing about its further expansion. It is an advantage 
both to exporters and importers to have bills drawn 
upon a single central world market, rather than on 
cities in each of the countries with which they are 
trading. In all parts of the world there is a broad mar- 
ket for sterling bills, because not only trade with 
England, but with all other countries, has been handled 
by means of bills drawn on London. Persistent efforts 
to give bills on other money centers, notably Berlin, the 
standing of the London bill have not succeeded. If a 
prolonged period of peace is to be anticipated at the 
close of the present war, the supremacy of the London 
acceptance will presumably continue. In any event, if 
the acceptance business is to take its place as a regular 
activity of American banks, funds must be always 
available for the purchase of acceptances in this country 
at as low rates as in any of the other money markets of 
the world, regardless of the demands for loans arising 
out of purely domestic activities. If the acceptance 
business is regarded primarily as a means of employing 
temporarily idle funds, it will not be retained. Accept- 
ances are a liquid investment for a market like London 
which has a firm grip on the bulk of the business. The 
London acceptance is also a liquid investment for 
foreign banks, but our own acceptances, during the 
initial development period, cannot be handled as a 
liquid investment by a market which aspires to place 
its bills on an equal footing with bills drawn upon 
London. 

From this analysis of the loans and investments of the 
reserve banks, it will be seen that aside from their pur- 
chases of acceptances, they have not as yet exerted any 
appreciable influence upon the policies and activities of 
the other banks of the country. A period of a year and 
a half, especially one of monetary ease, furnishes no 
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adequate basis for positive conclusion, but the opinion 
may be hazarded that not much in this direction is 
likely to be accomplished in the immediate future. 
Rediscounts, to a varying number of the numerous 
small banks outside the large cities, together with a 
limited volume of open market operations in municipal 
notes and acceptances, would seem to be the fields 
within which the investments of the reserve banks will 
be made. City banks for a long time to come, when 
they experience slight temporary strain upon their 
resources, will apparently continue to rely upon the 
withdrawal of funds from the call loan market rather 
than upon rediscounts from reserve banks. Finally, 
there would seem to be no sufficient mass of business 
available to the reserve banks through open market 
operations to enable them to make their rates effective 
by entering and withdrawing from the market. 

If these forecasts do not prove seriously at fault, the 
lending operations of the reserve banks will have little 
importance, except during periods of severe financial 
strain. For emergency purposes alone, however, the 
system would seem to be unnecessarily cumbersome and 
expensive. Fortunately, there is another service which 
the reserve banks can render, which will not only 
strengthen the banking system, but which will also 
enable them to enter into helpful and regular relations 
with all member banks. Already the reserve banks 
have put into successful operation a system of making 
settlements among themselves, which employs between 
banks in different places the familiar clearing principle 
of off-sets. Settlements are made weekly by debiting 
and crediting the account of each reserve bank with a 
gold settlement fund in which each bank maintains a 
balance. By this simple arrangement a very consider- 
able part of the payments between different sections of 
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the country is completed with minimum shipments of 
currency or gold. 

The direct advantage of the improvement secured 
through the gold settlement fund goes mainly to the 
banks of the large cities, since it is between them, in the 
final analysis, that settlements are made for all the mass 
of transactions between the different sections of the 
country. Much more than this can, however, be accom- 
plished by the reserve banks, through the establishment 
of a universal system for the collection of checks. By 
this means the banking system can be greatly strength- 
ened, and at the same time the burden of providing the 
resources of the reserve banks, which otherwise must 
fall heavily upon some of the member banks, can be 
lightened, if not entirely removed. 

The funds of the reserve banks are mainly derived 
from the member banks, each contributing to the capital 
in proportion to its own capital and surplus, and also 
a portion of its required reserves. The transfer of the 
funds made at the time the reserve banks were opened 
did not, as we have seen, impose a burden on the banks, 
because the money was taken from cash in the vaults 
of the various members. But with the exception of the 
banks in central reserve cities, the initial transfer was 
only one of a succession of deposits which the member 
banks were required to place with their reserve bank. 
In addition to the initial transfer, (3 per cent of their 
deposits in the case of the reserve city banks, and 2 per 
cent in the case of the country banks) both these 
classes of banks were required to deposit three addi- 
tional instalments of 1 per cent each, on November 16, 
1915, and May 16 and November 16, 1916. Two of 
these instalments have already been transferred. 
When the process is completed the reserve deposits of 
the various classes of banks will be 7 per cent for the 
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central reserve city banks, 6 per cent for reserve city 
banks and 5 per cent for country banks. 

The transfer of reserve deposits by the central reserve 
city banks tho a larger percentage of their own deposits 
than was required for the two other classes of banks, 
imposed absolutely no burden upon them. Obviously 
earnings are not affected in the slightest degree by trans- 
ferring money which was formerly kept in the vaults of 
the banks to the vaults of the reserve banks. More- 
over, the banks in the central reserve cities gained a very 
real advantage from the reduction in reserve require- 
ments from 25 per cent to 18 per cent. On the other 
hand, the combined effects of the reduction in reserve 
and the transfers of deposits to the reserve banks are 
certainly advantageous to fewer banks in reserve cities 
and to practically none of the country banks. For 
reserve city banks, reserves were reduced from 25 per 
cent to 15 per cent, a greater reduction than for either 
of the other two classes of banks. But after November 
16, 1917 (three years after the opening of the reserve 
banks) all of these reserves must be either in vault or in 
a reserve bank. Formerly one-half of the total require- 
ment (12§ per cent) could consist of balances with reserve 
agents in central reserve cities, on which interest at the 
rate of 2 per cent was received in addition to a variety 
of important services. Similarly, country banks, whose 
reserve was reduced from 15 per cent to 12 per cent, 
could formerly count balances with agents in central 
reserve or reserve cities to the extent of three-fifths of 
the requirement. Under the provisions of the Reserve 
Act, after November 16, 1917, all balances with reserve 
agents cease to be available for reserve purposes. For 
both reserve city and country banks, the reserve on 
which no earnings can be made will be larger than before 
the passage of the reserve act — 15 per cent instead of 
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12| per cent for reserve city banks, and 12 per cent in- 
stead of 6 per cent for country banks. As an offset there 
is, of course, the possibility of additional profit through 
the funds released by the reduction in the total reserve 
requirement. By lending at a higher rate than the 
2 per cent received from reserve agents, the full amount 
of the funds set free by the reduction in reserve require- 
ments, the loss of interest on balances with reserve 
agents may conceivably be offset and perhaps more than 
offset. Thus, for example, if a reserve city bank, having 
$25,000 with reserve agents (12f per cent of its deposit 
liabilities) should add 2| per cent ($5000) to its reserve, 
and lend the remaining $20,000 at 4 per cent, its total 
earnings would be increased by the change. Greater 
difficulty would be experienced by a country bank, 
owing to the smaller reduction in reserve requirements. 
For example, a country bank having $30,000 with 
agents (9 per cent of its deposit liabilities) after increas- 
ing its reserve in vault or in the reserve bank, by 6 per 
cent, would not earn as much as before, unless it could 
lend the remainder at 6 per cent. 

Calculations of this nature are fanciful and have no 
practical value, because in addition to the interest 
received on balances, a variety of services are per- 
formed for depositing banks by city correspondents. 
Among these services the collection of checks is by far 
the most important. Regardless of reserve require- 
ments, compensating balances must be retained with 
city correspondents so long as they continue to perform 
this service. It must further be noted that a consider- 
able part of the balances with reserve agents, as reported 
by the banks to the Comptroller of the Currency, has 
always consisted of checks and drafts in process of col- 
lection. Reserves are computed by each bank from its 
own books, on which cash items are credited as soon as 
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they are mailed to city correspondents for collection. 
Under the new reserve requirements, since only cash in 
vault and balances with reserve banks can be included, 
transit items collected through other banks would be 
automatically excluded. Notwithstanding the reduc- 
tion in reserve requirements, many, if not most, country 
banks and some reserve city banks face the possibility 
that the total amount of funds tied up as reserve and as 
compensating balances will be greater than before the 
passage of the Federal Reserve Act. 

There are at least two obvious methods of affording 
relief to country banks from the burden imposed upon 
them under the reserve requirements of the Federal 
Reserve Act. The provision in the Act permitting 
country banks to count as reserves balances with agents 
to the extent of 2 per cent of their deposits until Novem- 
ber 16, 1917, might be made permanent. So small a 
portion of the reserve of country banks would not, 
however, provide adequate compensatory balances with 
city correspondents. It would afford appreciable, but 
by no means adequate, relief. 

The alternative method of relieving the country banks 
from the burden of the reserve requirements is for the 
reserve banks to take over the business of collecting 
checks and drafts for all the banks of the country. This 
is an enormous undertaking, and at first sight it seems 
manifestly impossible for the reserve banks to provide 
more satisfactory arrangements than country banks 
have enjoyed from city correspondents. Obviously the 
reserve banks cannot shoulder as heavy expenses as the 
city banks have incurred in interest and services in 
return for the balances of country banks. A reserve 
bank must retain much larger reserves and cannot earn 
so high an average rate as the ordinary city banks on 
the limited investments which they do make. More- 
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over, the generally admitted possibility of greatly 
reducing the total cost of check collections, through the 
establishment of a universal system, does not at first 
sight seem to concern the country bank, because the 
heavy burden of expense involved in the collection of 
checks under present arrangements has been absorbed 
by city banks. This immunity from expense has, how- 
ever, been far more apparent than real. The collection 
of checks has indeed not been handled in such a way as 
to reduce costs to a minimum. It has been a pawn in 
the keen competition of city banks for country bank 
balances. Under the stress of competition the city 
banks have tolerated exchange deductions by banks 
remitting in settlement on checks of their own customers 
deposited in banks at a distance. The indirect routing 
of checks has flourished and scattered balances for col- 
lection purposes have been an inevitable consequence. 
No bank has escaped some share in the burden of these 
wasteful and haphazard collection arrangements. For 
the country bank the burden has consisted in the 
necessity of maintaining larger balances with city cor- 
respondents to compensate for collections than were 
needed for reserve or other banking purposes. 

Under a unified collection system there will be some 
saving of internal expense to all banks in clerical work, 
stationery, and postage. This is, however, a small 
advantage in comparison with the gain which may be 
expected from the employment of funds released from 
compensating balances at rates above the customary 
2 per cent interest return upon them. In order to ac- 
complish these results, the collection system of the 
reserve banks must cover the entire country and include 
most of the banks. A partial system would not enable 
banks to discontinue compensating balances; it would 
simply increase existing complications. In June, 1915, 
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a voluntary system of check collections, confined to 
member banks within each district, was inaugurated, 
but it proved entirely unsatisfactory. Finally, on 
May 1, 1916, a plan for a nation-wide system was 
announced by the Federal Reserve Board. This plan 
went into effect on July 15, 1916. Each member bank 
may send to its reserve bank checks and drafts on all 
member banks which are required to remit at par 
throughout the entire country, and also upon such non- 
member banks as agree to remit at par to the reserve 
bank of the district in which they are situated. A ser- 
vice collection charge is to be imposed upon the basis 
of the actual cost of operation, and it is estimated that 
this charge will be in the neighborhood of one and one- 
half cents per item. The present number of banks in 
the reserve system, together with the state institutions 
which have been accustomed to remit at par in the 
past, include so large a proportion of all the banks in 
the country, that this collection system is expected to 
be sufficiently inclusive to yield most of the advantages 
of a universal system. 

It is impossible to determine in advance in the case 
of any particular bank, whether it will gain or lose 
through the operation of this collection arrangement. 
Internal costs of handling checks will be reduced, but on 
theotherhand all banks mustpaya service charge, which, 
as we have seen, is estimated at one and one-half cents 
per item. Banks which have been accustomed to remit 
at par will lose nothing from the requirement of par 
remittance by the reserve banks. The non-par banks, 
and this includes some banks in all parts of the country 
and most banks in the West and South, will lose, in 
many instances, what has been a considerable source of 
gain. All banks will be able to work on smaller aggre- 
gate balances and invest a larger proportion of their 
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funds. The gain here will probably be large, because 
banks will be able to continue to include transit items 
to some extent in meeting reserve requirements. That 
part of the reserve of a bank which it must deposit with 
a reserve bank is to be determined from the books of the 
reserve banks and may not consist of items in process of 
collection. The optional portion of the reserve of each 
bank is, however, to be determined by the banks them- 
selves from their own books. They may therefore 
include transit items which they have mailed to their 
reserve bank for collection, just as they have always 
done in determining the amount of their balance with 
reserve agents. The optional reserve of country banks 
is 3 per cent out of a total requirement of 12 per cent, 
for reserve city banks 4 per cent out of a total of 15 per 
cent, and for central reserve city banks 5 per cent out 
of a total of 18 per cent. It will thus be seen that the 
minimum actual reserve of the banks may be reduced 
to 9 per cent for country banks, 11 per cent for reserve 
city banks, and 13 per cent for those in central reserve 
cities. Here is a possibility of a practical reduction in 
reserve which would not have been feasible under the 
terms of the Reserve Act if the reserve banks had not 
undertaken the collection of checks. Even though many 
banks may not find it feasible to work down to this 
minimum, the possibility of making use of transit items 
in computing reserve requirements has positive advant- 
ages. Whatever actual balance above 9 per cent a country 
bank may deem it advisable to maintain can be placed 
with a city correspondent, where it will earn at least the 
customary 2 per cent and perhaps more, since the city 
bank will no longer be burdened with collection services. 
Taking all these various considerations into account, 
it would seem reasonable to conclude that the banks 
which have been remitting at par in the past may find 
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the combined effect of the new reserve requirements 
and the collection system of the reserve banks of posi- 
tive advantage. At all events, it would seem reasonably 
certain that no serious burden is being imposed upon 
them. Many of the non-par banks can hardly escape 
an immediate loss of income. Withdrawal from the 
reserve system will not enable a bank to continue to 
deduct exchange since postmasters have been directed 
to receive from the reserve banks and present over the 
counter for payment checks on banks which refuse 
to remit at par. In sections of the country such as 
New England, where through clearing house action 
exchange charges were generally given up, the banks 
survived the change, and perhaps, in part through the 
improved service thus given, have gained additional 
deposits and have earned reasonably satisfactory profits. 
At all events, the advantage to the entire country to be 
gained through a better organization of the methods of 
collecting checks is so great, that fortunately the com- 
plaints of numerous small bankers have not been allowed 
to prevent the inauguration of this important reform. 

It should be emphasized in this connection that a 
universal collection system is something more than a 
device for reducing the costs of an important banking 
service. It is a most effective, perhaps the most effec- 
tive, single means of strengthening the banking system 
of the country within the power of the reserve banks. 
Like a local clearing house, it will greatly economize the 
use of money in banking operations. At the same time 
it will do much to prevent the breakdown of the check 
machinery of the country, one of the main causes of 
difficulty in former crises. All the checks drawn on a 
solvent bank tend toward a close approximation with 
the checks on other banks which it receives from its 
depositors. When this system is fully developed, the 
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slight daily differences in balances between banks will 
be settled on the books of the reserve banks, just as has 
long been the practice of the banks of Great Britain on 
the books of the Bank of England. Requirements for 
money which a bank in good credit will experience will 
come only in response to the everyday needs of its 
depositors, a cause of slight variation, and for export 
purposes. Balances in the reserve banks will become 
vastly more serviceable. In periods of strain, banks 
borrowing from the reserve banks will, as in England, 
want deposits rather than notes or gold. These are the ad- 
vantages to be gained from a universal collection system. 
If they were more commonly understood, general accept- 
ance of the new arrangement would soon be secured. 

If through this collection system the banks are 
relieved from the burden imposed under the reserve 
requirements of the Federal Reserve Act, the greatest 
obstacle to the entrance of state banking institutions 
into the reserve system will be removed. Only a few 
score of the thousands of state banks and trust com- 
panies have as yet become members, a few by conver- 
sion into national banks while others still retain their 
state charters. State banks have not been hostile to 
the system, but perceiving that its advantages could 
be indirectly enjoyed on the outside, they have waited 
until its effects upon earnings should become manifest. 

The failure of most of the reserve banks during the 
first year of operation to earn enough to meet expenses 
and their limited 6 per cent dividend has also been a 
mild deterrent. This difficulty is happily being over- 
come, since notwithstanding the low rate of return on 
their investments, nearly all of the reserve banks are 
now earning enough to meet both of these requirements. 
A reduction in the amount of the paid-in capital of the 
banks is, however, desirable. It would lessen the temp- 
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tation to employ the funds of the banks from the motive 
of profit. It would not appreciably reduce the resources 
if half the amount of the paid-in capital were restored 
to the member banks. 

A . very serious obstacle to the entrance of state 
institutions generally into the reserve system would be 
removed if the law were to be so changed as to transfer 
the duties of the Comptroller of the Currency to the 
Federal Reserve Board. For many years after the 
establishment of the national banking system successive 
Comptrollers of the Currency limited their activities 
almost entirely to the routine duties of that office. They 
concerned themselves mainly with such matters as the 
issue and redemption of bank notes, general direction 
of the force of examiners, and with business relating to 
the winding up of failed banks. Little use was made of 
the wide discretionary powers lodged with them by the 
National Banking Law. Of late years in banking, as in 
the case of railroads and industries generally, there has 
been a growing tendency to subject the conduct of 
business to an increasing measure of public control. 
Bankers, like those engaged in other occupations, can- 
not expect to escape supervision of their activities. 
They may reasonably ask, however, that such power of 
control as may be vested in public authorities shall be 
exercised by a board and not by an individual. No one 
would think of conferring the powers of the Interstate 
Commerce Commission upon a single person, and when 
the control of the government over industrial corpora- 
tions was recently enlarged, a Trade Commission was 
established to take the place of the Commissioner of 
Corporations. In the national banking field it is not 
necessary to create a new board. It is only necessary 
to transfer the duties of the Comptroller of the Currency 
to the Federal Reserve Board. In urging this change no 
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reflection whatever upon the present Comptroller of the 
Currency is intended or implied. It is simply urged as 
a natural and proper means of strengthening confidence 
in the administration of the Federal Reserve Banking 
system. 

The activities of the reserve banks impinge upon so 
many complex monetary and banking problems, that it 
has only been possible to discuss them in a somewhat 
cursory fashion within the limits of a single article. 
The difficulties which are being encountered in fitting 
the reserve banks into our banking structure, and in 
making their operations a vital part of the banking 
business of the country are great. The full develop- 
ment of the reserve system will require a much longer 
period than was generally anticipated when the Federal 
Reserve Act was passed. Much real progress has un- 
questionably been made. The system has had the bene- 
fit of capable management, and no fundamental defects 
in its organic law have become manifest. Through the 
universal collection system the banking mechanism of 
the country will be greatly strengthened and improved. 
Altho the lending operations of the reserve banks in or- 
dinary times may not prove to be as significant as was 
generally anticipated, they will be serviceable to many 
of the smaller banks. In periods of excessive business 
and credit expansion, by example at least, the reserve 
banks will be able to exert a restraining influence, 
while in emergencies they will not only afford relief 
through the ample resources at their disposal but also 
take the lead in securing united and efficient action by 
all the banks of the country. In sum, the future growth 
of the Federal Reserve Banking system in influence and 
usefulness would seem to be certain. 

O. M. W. Sprague. 
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